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Aly et al.: Letters

LETTERS


Still some confusion
I have read with interest the
paper written by Mr. Charrin [“A
Lease-or-Purchase Decision Model
for the XYZ Corporation” by Jack
R. Charrin, M/S September-Octo
ber ’69, p. 19] as well as the com
ments in the January-February
[1970] issue [pp. 1-5]. In my opin
ion, there are still some misunder
standing and confusion in Mr.
Charrin’s analysis despite all the
corrective remarks. The following
comments are concerned with two
points: treatment of the residual
value of the purchased asset and
cost analysis in conjunction with
demands on working capital.
First, the salvage value of the
asset, if purchased, after six years
as stated in Table VI [SeptemberOctober ’69, p. 24] is $105,000, yet
Mr. Charrin turns in the cost an
alysis (p. 26) to inform us that
the residual value is estimated at
$140,000. . . . [Either] Mr. Char
rin did not record that the XYZ
company expects [a] gain of $35,000 from the salvage sale or he did
November-December, 1970

not remember precisely the salvage
value of the asset according to his
previous calculations.
In both cases, however, the
larger problem lies in Mr. Char
rin’s assertion that the $140,000 is
fully taxable at [a] 50 per cent
rate (p. 5). This is incorrect; in
come taxes are collected on the
gain (above the book value) re
sulting from selling the asset
rather than the sales value as such.
Thus, if the asset is sold at an esti
mated gain
$35,000, income
taxes will be $17,500, and if it is
sold at
book value ($105,000),
there will be no income taxes. In
the [ensuing paragraphs] I will
take the more conservative [po
sition of assuming that] 85 per
cent of the asset’s value [is depre
ciated] over six years and that [it
will be sold at] book value.1
Second, the second paragraph
on page 26, even after its correc
tion, is oversimplified [and its cal
culations are] confused. The com
parison between cost savings and
the opportunity cost of earnings
on working capital differences fails
to recognize the fact that both the
after-tax cumulative cash outflow
(demand on working capital) and
the after-tax cost of each of leasing
and purchasing are only two facets
of the same thing.
1 This view is, indeed, supported by the
fact that Mr. Charrin mentions in the
article that the equipment is rather spe
cialized, with limited market value.

Indeed, it is impossible for leas
ing to score savings in total cash
outflow (after taxes), and in the
meantime it is found more expen
sive in terms of after-tax cost an
alysis. In other words, the total
savings in cost (undiscounted)
this problem must be equivalent
to the amount of cumulative sav
ings in cash outflow (undis
counted). To prove this point, [I
have worked out] two statements
. . . comparing after-tax outflow
requirements and after-tax cost for
each
purchasing and leasing
over the six-year period. These
statements are shown in Tables I
and II [page 3 of this issue].
Both Tables I and II show that
the after-tax cash outflow equals
the after-tax total cost in each of
purchasing and leasing and that
purchasing has net savings in both
cost and working capital analysis
estimated at $73,242 ($387,072$313,830).2 At this point, the va
lidity
Mr. Charrin’s argument,
even after correction, needs to be
overhauled with a deeper view.
One may observe that, despite
the fact that purchasing has gross
after-tax savings of $73,242, it does
require much more cash outlay (or
demand on working capital) in
the first three years. And so, Mr.
Charrin points out correctly, these
temporary savings in working capi2 The reader may note that the $2 dif
ference is due to approximating depre
ciation.
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Aly etTABLE
al.: Letters
I
A Comparative Analysis of Cash Outflow Required
by Both Leasing and
Equipment Cost—$700,000
Purchase

Difference

Year

Net Cash
Out

Cumulative Cash
Out

Net Cash
Out

Cumulative Cash
Out

Marginal

Cumulative

1

$191,915

$191,915

$ 64,512

$ 64,512

$127,403

$127,403

375,665

64,512

129,024

119,238

246,641

193,536

127,405

374,046

(114,096)

259,950

(114,096)

145,854

2
3

191,917

567,582

64,512

4

(49,584)

517,998

64,512

5

(49,584)

468,414

64,512

6

(49,584)

418,830

64,512

(105,000)*

313,830

$313,830

$313,830

Total

322,560

$387,072

$387,072

(114,096)

31,758

(105,000)

(73,242)

$(73,242)

$(73,242)

*This figure represents the estimated sale of the asset after six years at its book value.
Source: Table VI, p. 24, and Table II, p. 21, September-October, 1969, after discarding the cumulative earnings and introducing the sale
of the salvage asset after six years.

TABLE II
A Comparative Statement of After-Tax
Cost of Both Purchasing and Leasing

Leasing

Purchase
(1)

Interest

Year

(3)
Investment
Depreciation
Credit

(2)

$ 99,167

$16,334

(4)
Tax
Savings

(5)
Net AfterTax Cost

Difference

(5-8)

Rental

(7)
Tax
Savings

(8)
After-Tax
Cost

Marginal

Cumulative

$129,024

$ 64,512

$ 64,512

$ (6,763)

$ (6,763)
(21,691)

(6)

$ 74,084

$ 57,749

2

32,667

99,167

16,333

65,917

49,584

129,024

64,512

64,512

3

16,333
—
—
—

99,167

—

57,750

57,750

129,024

64,512

64,512

(14,928)
(6,762)

99,167
99,167
99,167

—
—
—

49,584

49,583

129,024

49,584

49,583

129,024

64,512
64,512

64,512
64,512

(14,928)

49,584

49,583

129,024

64,512

64,512

(14,928)

(73,237)

$346,503

$313,832

$774,144

$387,072

$387,072

$(73,237)

$(73,237)

1

4
5
6

$575,002

Total

$32,667

(28,453)
(43,381)
(58,309)

TABLE ill
Lease-or-Purchase Comparative Analysis of Earnings and Cost Savings

Year

Cumulative
FWC

5% Return
on FWC

Cost Savings
Due to
Purchasing

Net Savings
Due to
Leasing

PV Factor
at 5%

Present
Value of
Net Savings

$ (393)

1

$127,403

$ 6,370

$ 6,763

$ (393)

1.000

2

253,011

12,651

14,928

(2,277)

.952

(2,168)

3

393,067

19,653

6,762

12,891

.907

11,692

4

298,624

14,931

14,928

3

.864

5

199,459

9,973

14,928

(4,955)

.823

(4,078)

6

95,336

4,767

14,928

(10,161)

.784

(7,966)

$ 95,336

$68,345

$73,237

$(4,892)

Total

3

$(2,910)

Source: Table
Restated on p.
January-February, 1970, and Table II (above) of this issue. The reader may note that we assume
that funds on freed working capital generate
the beginning of the year and that the $105,000 will be received by the end of
the sixth year; thus we still have a deficit during the whole sixth year.
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human element. The result was a
STATEMENT OF OWNERSHIP, MAN
purpose, function, and nonprofit status
computerized system that per
of this organization and the exempt status
AGEMENT AND CIRCULATION (Act
formed what the stores clerks were
for Federal income tax purposes:
of October 23, 1962; Section 4369,
performing in theory—that is, what
Have not changed during preceding
Title 39, United States Code)
12 months.
the operations manual said they
(If changed, publisher must submit ex
1. Date of Filing: October 1, 1970
were doing. But the clerks, being
planation of change with this statement.)
2. Title of Publication:
anagement
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10. Extent and nature of circulation.
Services.
improving upon the theoretical
A. Total No. copies printed (Net Press
3. Frequency of issue: Bi-monthly.
Run). Average No. copies each issue dur
procedures and were doing more
ing preceding 12 months: 26,390. Single
4. Location of known office of publica
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B. Paid circulation
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1. Sales through dealers and
5.
Location
of
the
headquarters
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riers, street vendors and counter sales.
general business offices of the publishers:
produced a proposed system that
Average No. copies each issue during
666 Fifth Avenue, New York, N. Y. 10019.
preceding 12 months: 22. Single issue
Mr. Mancini, who knew nothing
6. Names and addresses of publisher,
nearest to filing date: 26.
editor,
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managing
editor:
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2. Mail subscriptions. Average No.
Publisher, American Institute of Certi
copies each issue during preceding 12
what his staff were actually doing,
fied Public Accountants.
months: 20,219. Single issue nearest to
was easily able to shoot down. To
Editor, Robert M. Smith, 666 Fifth
filing date: 19,183.
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this extent at least, the case is pri
C. Total paid circulation. Average No.
Managing Editor, Lois Stewart, 666
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Fifth Avenue, New York, N. Y. 10019.
months: 20,241. Single issue nearest to
so Mr. Binney’s comment that I
filing date: 19,209.
7. Owner (If owned by a corporation,
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D. Free distribution (including sam
also immediately thereunder the names
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and addresses of stockholders owning or
Average No. copies each issue during
holding 1 per cent
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preceding 12 months: 1,501. Single is
amount of stock. If not owned by a
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E. Total distribution (Sum of C and
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G. Total (Sum of E & F—should equal
We often find that what they are
New York, N.Y. 10019.
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8. Known bondholders, mortgagees,
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and other security holders owning or
decision rules, and, if so, [the de
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filing date: 25,410.
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